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and Strategic Economics 
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Abstract “Strategic economics” encompasses all those 
elements of foreign economic policy that contribute to interna- 
tional influence. This includes both familiar techniques of 
overt economic warfare (e.g., sanctions) and the more subtle 
methods of employing economic assets to enhance power 
(e.g., indirect trade controls, cultivating dependencies in trade 
and investment, financial manipulations). The integration of 
these and other measures into-a coherent geopolitical strategy 
would provide crucial support for overall U.S. diplomatic and 
strategic objectives. 


I. Introduction 


The history of international economic relations reveals at least 
two distinct varieties of competition for influence: economic 
warfare and strategic economics. Economic warfare consists of 
international economic actions undertaken in conditions of de- 
clared war or other overt hostilities. Such measures involve 
overt or covert activities designed ‘to weaken the adversary, to 
strengthen allies, or to improve one’s ability to inflict damage 
upon an enemy. The traditional weaponry of economic warfare 
includes direct export embargoes, control of reexports from neu- 
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tral countries, preemptive buying of strategic materials and 
stockpiling, diversion of trade away from the enemy, etc. 

Strategic economics .is a much broader concept which in- 
cludes all activities of a nation’s foreign economic policy which 
contribute to its overall national influence. Economic measures 
which affect a nation’s position in the global (or regional) polit- 
ical or economic arena are included in this more comprehensive 
definition. In this view, strategic economics may include mea- 
sures appropriate to overt economic warfare but the concept 
embraces a far broader range of actions. 

The pursuit of strategic economics thus involves efforts to 
create international political and economic structures favorable 
to the influence of particular powers vis-a-vis potential or actual 
adversaries. Instead of aiming to control each and every act of 
each player in a game, one aims to write the rules and set the 
broader frameworks of permissible conduct within which the 
game is played. 

A strong antidote is needed to the prevailing presumption that 
international economic relationships constitute a peaceful alter- 
native to traditional political competition. The Anglo-American 
intellectual tradition has tended to view economic relations as 
inherently peaceable and conducive to harmony, mutual advan- 
tage, and cosmopolitan cooperation. In this view the very notion 
of strategic economics smacks of protectionism, embargoes, and 
other unwarranted governmental intrusion into the smooth func- 
tioning of the marketplace. Such liberal preconceptions fly in the 
face of historical evidence and violate elementary principles of 
logic. As long as economic exchange occurs in the decen- 
tralized, anarchical system of international political sovereigns, 
economics is inevitably subsumed into the larger struggle for 
influence. To believe that economic contacts cannot be 
manipulated for the sake of power-political designs is to ignore 
extensive historical evidence to the contrary. To argue that poli- 
tics should not distort or “contaminate” the marketplace is to 
disarm unilaterally in the face of the majority of nations who use 
economic weapons to attain political goals. In this sense, 
strategic economics refers to the typical pattern of nationalistic 
competition in trade and exchange relationships, sometimes 
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more or less muted, but always inherently and intractably pres- 
ent in the economic games nations play. 

Strategic economics thus encompasses a broader range of ef- 
forts to increase the capabilities of allies and to weaken enemies. 
Efforts to structure a global or regional balance of power in 
which the strategic vulnerabilities of a nation or its allies are 
reduced and their economic influence is enhanced are tech- 
niques of strategic economics. Economic assets may be used not 
only to coerce or punish an enemy, but also to structure a net- 
work of economic relationships among allies, ‘“‘nonaligned,” or 
influential “neutrals” which heightens the enemy’s vulnera- 
bilities and deters provocations. Strategic economic policies 
may result in long-term penetration of foreign societies and in- 
creased capabilities for leverage over friends or enemies. 

Where economic warfare is primarily concerned with efforts 
to coerce and alter the behavior of other states, strategic eco- 
nomics consists of primarily international activities which affect 
the structures of global influence and power without necessarily 
singling out particular foes. Strategic economics by definition 
requires the integration of economic considerations into a gen- 
eral strategy of geopolitical competition which does not always 
involve the direct exercise of power vis-a-vis a.particular state. 
Obviously, when a strong nation enjoys a position of general 
influence based on overall structures of dependency in a region, 
its ability to coerce certain states is enhanced. Indeed, a general- 
ized position of influence may make more overt measures of 
coercion unnecessary. 

The Anglo-American intellectual tradition militates against the 
comprehensive focus on economic security and struggle which is 
more typical of Continental, Soviet, and non-Western societies. 
The predisposition of Anglo-American economics to ignore con- 
flict and economic warfare is amply demonstrated in recent his- 
tory. Most economists and politicians in Allied countries turned 
a deaf ear toward those who warned of Nazi Germany’s eco- 
nomic penetration of the Danubian and Balkan regions during 
the thirties. Instead, the conventional wisdom held that German 
expansion into Rumania, Yugoslavia, Bulgaria, Greece, and Tur- 
key was the “natural” result of economic complementarity be- 
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tween industrial Germany and the agricultural regions of 
Southeastern Europe. That Germany was consistently manipu- 
lating trade agreements, credit terms, debts, subsidies, currency 
valuations, and other devices to lock Southeastern Europe into 
dependence is now well known.' At the time, however, the vigor- 
ous warnings of a few, including many Danubian and Balkan 
leaders, went unheeded. Instead, the view prevailed that war 
and peace are necessarily separable and distinct phases of activ- 
ity, with economic relations being essentially peaceful. 

The United States has not been forced to confront serious 
security threats during most of its history. This has further ob- 
scured the appreciation of economics as a field of vital security 
concerns. The comfortable faith in détente during the early 
seventies confirmed that economic activity is an area of mutually 
beneficial exchange and “linkage.” Some policymakers and 
academics went further and expected an inevitable economic 
“convergence” of East and West and with it the “end of ideol- 
ogy.” Such optimism hardly provided fertile ground for investi- 
gations of national economic security, economic penetration, 
and overt and covert economic warfare. . 

The pages that follow will review several major dimensions of 
economic warfare and strategic economics practiced by contem- 
porary nation-states. In drawing up an inventory of techniques 
for pursuing strategic advantage, both traditional methods of 
overt economic warfare and more subtle techniques of penetra- 
tion and influence will be analyzed. Finally, the case for incor- 
porating overt techniques of economic warfare into a broader 
geopolitical concept of strategic economics will be offered. 

Before reviewing the major tactical and longer-range options 
available to states pursuing strategic economics, a brief review 
of the treatment of these issues by mainstream academic eco- 
nomic scientists is in order. 


If. Economics and Economic Warfare 


Most branches of economic science are decidedly pacifistic in 
that most economists have little to say about activity under con- 
ditions of real world competition and uncertainty. This is not 
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surprising, given that classical economic theory arose out of an 
explicit desire to transcend mercantilism, which regarded com- 
merce as a variety of national warfare. International economic 
theory since Adam Smith has generally envisioned trade as a 
force for peace. In this view, expanded commerce between na- 
tions results in a gradual leveling of international income in- 
equalities and consequently removes a major cause of inter- 
national discord. At the same time, trade fosters vested interests 
in peace as more and more segments of society identify their 
prosperity with harmonious trading relations. Increased eco- 
nomic interdependence generates a spontaneous “harmony of 
interests” which makes economic warfare unlikely as well as 
undesirable. 

Economics has largely neglected the role of genuinely rival 
competition both among nations and within national societies.’ 
Microeconomic price theory has largely concentrated upon the 
situation of perfect competition equilibrium. Price theory fo- 
cuses on those quantities and prices for goods and factors of 
production which are consistent with equilibrium; that is, only 
one set of prices for goods and factors permits all market partici- 
pants to carry out their plans for producing, buying, and selling. 
Determining equilibrium prices and quantities is the principal 
function of orthodox price theory. Once equilibrium prices and 
quantities are determined, exogenous changes in consumer 
tastes, technology, and resource availability may be incor- 
porated into the market model and new equilibrium levels may 
be determined. 

This preoccupation with equilibrium conditions deflects atten- 
tion from the reality that some individuals strive to do relatively 
better than others in the market. Orthodox price theory sees all 
market participants as passive “price-takers”; each participant 
has no choice but to accept the price decreed by the market. 
Conditions of perfect competition are thus, in fact, inherently 
uncompetitive. As Israel Kirzner notes: 


Perfect competition denotes for the price theorist the situation in 
which every market participant does exactly what everyone else is 
doing, in which it is utterly pointless to try to achieve something in 
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any way better than what is already being done by others, and in 
which, in fact, it is not necessary to keep one’s eyes open to what 
the others are doing at all.’ 


According to neoclassical theory, the essence of economizing 
activity is the allocation of scarce resources among competing 
uses in a situation where demand and supply conditions are 
given and known and where the ends of individual activity are 
also given.’ 

In the peaceful and passive market of perfect competition all 
participants enjoy equally the fruits of perfect communication, 
perfect information, and costless transactions. In such a model 
there is no room for the entrepreneur who takes risks to better 
his lot. There are no risks when knowledge is perfect and instan- 
taneously communicated. 

- Under perfectly competitive market equilibrium, no individual 


‘can exercise classic entrepreneurial initiative by identifying op- 


portunities for profit unknown to other market participants. In- 
stead, all are fully informed and all participants’ plans are 
perfectly coordinated. Only exogenous events like altered con- 
sumer tastes, technological innovations, or a change in resource 
availabilities disturb the placid calm of the market. Endogenous 
changes attributable to competitive struggle among the market 
actors are ruled out. The result is that much of economic science 
neglects the very heart of social reality: the struggle of individu- 
als to make choices in an environment in which information is 
scant and uncertainties about the future are persistent.’ 

The tendency of Anglo-American economic science has been 
to see economic intercourse as creating order out of anarchy. As 
the benefits of interdependent trade and financial relations are 
diffused throughout the system, conflict and mistrust are subor- 
dinated to an emergent commercial morality which is inherently 
pacifistic. The zero-sum competitive ethic of mercantilism can- 
not persist in a regime where the “gains from trade” are mutual, 
abundant, and widely (if not always equally) distributed. Eco- 
nomic activity prescribes its own ends; the goals of high mass 
consumption, global welfare, and Pareto optimal efficiency con- 
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stitute the accepted ends of economic activity in classical and 
neoclassical liberal economic theory. 

In short, conventional economic theory is concerned with op- 
timization by individuals (or firms) within a framework of known 
or given ends. If the ends of activity are prescribed and known, 
the problem of the decision-maker is reduced to mechanistic 
computations of optimization strategy.* Only by relaxing the as- 
sumption of given and known ends and means, however, can one 
begin to approximate the real world of the marketplace. 

In the absence of a coherent “economic” theory of economic 
warfare and “real world” competitiveness, it is not surprising 
that most literature on the subject is of an ad hoc variety, written 
by practioners and strategists rooted in the experiences of global 
and regional conflict. Necessarily, much of the discussion fo- 
cuses on the narrower problem of overt economic warfare to 
coerce or weaken adversaries. (Section IV surveys the range of 
choices confronting policymakers waging such warfare.) 


III. Economic Warfare: Preliminary Observations 
A. Actors and Objectives 


Not every act which creates economic hardship for others 
qualifies as economic warfare. Economic warfare refers to the 
conscious utilization of economic assets to advance national in- 
terests and national power vis-a-vis adversaries in overt hos- 
tilities. Mere protectionism is not evidence of a conscious 
strategy of economic warfare. Much modern protectionism in 
fact is defensive and reactive and represents a loss of national 
control over major economic activities. Industrial and agricul- 
tural interests have secured special protection from national au- 
thorities. Such measures have steadily eroded the sovereignty of 
the state in its ability to enact a national economic strategy, 
uncompromised by particularistic interest groups. 

The nature of the objective, either direct short-term influence 
over the behavior of the target (economic warfare) or longer- 
term structural efforts to shape a more favorable balance of 
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power (strategic economics), determines to a large degree the 
type of measures adopted. The exercise of behavioral power 
may embrace a variety of overt, direct sanctions (positive as 
well as negative) while a longer-term geopolitical strategy for 
economic power will entail a quite different mix of actions. Sym- 
bolic acts designed merely to express displeasure will be simpler 
to implement than measures intended to alter behavior or to 
modify the prevailing power balance. 


B. Factors Determining the Success or Failure of Sanctions: 
General Considerations 


Any successful application of coercive economic power by state 
A with regard to state B must entail several complex and inter- 
related calculations: 


1. The costs to state A of making the threat (including domes- 
tic costs). 

. The costs to state A of implementing the threat. 

. A’s calculations of B’s vulnerability. 

. A’s calculations of B’s likely retaliatory response. 

.. A’s calculations of third-power reactions, (e.g., rivalry for 
influence over B, support for retaliatory sanctions against 
A). 

6. B’s calculations of the costs of compliance vs. noncom- 

pliance. 

7. The rationality of A and B and their propensity toward risk- 

taking. 

8. The possibilities of misperception. 

9. Chance (exogenous events).’ 


nAbWn 


The complexity of these factors explains the uneven record of 
coercive economic diplomacy in the postwar period. 

Perhaps the most basic limitation on coercive economic sanc- 
tions is simply the relatively narrow range of issues in which 
such influence is likely to be effective. The international political 
arena remains indisputably one in which resort to military force 
is the ultima ratio, and economic leverage cannot be expected to 
blunt the aggressiveness of states in a world persistently dis- 
posed toward anarchy. The ability of states to substitute eco- 
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nomic instruments of coercion for more traditional military 
instruments is at best limited. Meanwhile, the new chessboard of 
international interdependence remains predisposed to violence 
whenever a single player chooses to revert to the familiar old- 
style behavior of power aggrandizement by military aggression 
or, more indirectly, by credible threats of military sanctions. 
Observers who have addressed the issue of substitutability 
have reached only tentative and highly qualified conclusions on 
whether “economic sources of power allow governments to 
carry on ‘war by other means.’ ’*® Five examples of such ready 
substitution come to mind: the blockade against Napoleon; the 
League oil embargo against Italy; the U.S. embargo against 
Cuba; the Rhodesian sanctions; and the OPEC oil embargo 
against the United States and the Netherlands in 1974. But, as 
Robert W. Tucker has pointed out, these are not convincing 


-demonstrations of the use of economic power to carry on war by 


non-military means. The blockade against Napoleon was but a 
single component of a broad allied military strategy, and its suc- 
cess cannot be measured in isolation from that struggle; the 
sanctions against Italy, Cuba, and Rhodesia were hardly con- 
vincing demonstrations of economic power divorced from mili- 
tary support; and even the Arab oil embargo was not pressed. 
beyond certain limits for fear of prompting retaliatory military 
measures, measures made perhaps even more plausible in the 
ensuing seven years.® 

Professor Tucker’s conclusion as to the utility of overt coer- 
cive economic power is thus well taken: “Although it may be 
true that military power has so declined, it does not follow that 
economic power has accordingly risen. . . . Economic coercion 
can only be fully effective to the extent that it leaves open the 
option of physical coercion.”” This observation introduces the 
broader question of the utility of military power in the contem- 
porary world political economy. The declining utility of military: 
power brings in its wake a parallel decline in the utility of eco- 
nomic coercion. Either form of coercion is seen to involve risks 
and costs disproportionate to any expected benefits. The high 
visibility of such measures, the difficulties of enforcement, and 
the practical costs involved may be compounded by a climate of 
opinion which ascribes such blatant regression to intimidation 
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and coercion, especially of the small and the weak. But it re- 
mains important to understand that the perceived declining util- 
ity of military and economic coercion need not rule out effective 
and proportionate uses where such coercion appears both work- 
able and appropriate. 

The prerequisites for effective economic sanctions are so re- 
strictive that little can be expected from unilateral moves which 
are not reinforced by a broader multilateral understanding. As 
Klaus Knorr has pointed out, in any instance of unilateral eco- 
nomic coercion, the coercer must hold a clear advantage in con- 
trolling vital goods or services desired by the target state, the 
target must have an intensive need for these goods or services, 
and the costs to the target of complying with the coercer’s de- 
mands must be less than the costs of doing without the goods or 
services." Frequently, in the absence of broader multilateral 
coordination, the target state can diversify its sources of supply 
(or its markets) to nullify or diffuse the coercer’s threats, as the 
Soviet Union proved during the ill-conceived U.S. grain em- 


' bargo imposed by the Carter Administration. 


Unilateral economic coercion by a major power may also have 
unexpected consequences. Unforeseen political violence or 
revolution (as in Nicaragua and the Dominican Republic), polit- 
ical fragmentation and anarchy (as in Uganda and, perhaps, 
Iran), or countervailing involvement by a competing power 
(e.g., the Soviets in Cuba, the South Africans in Zimbabwe- 
Rhodesia) may follow. The results can be higher costs and dimin- 
ished benefits to the coercing power. These considerations do 
not preclude the unilateral exercise of economic leverage, but 
they do argue for the preferred strategic option of multilateral 
arrangements to spread the costs and risks and to increase op- 
tions available in the face of often incalculable consequences. As 
mentioned earlier, that factor which has heightened the policy 
relevance of economic instruments—the declining utility of mili- 
tary power—may also constitute a serious limitation on the util- 
ity of economic power itself. Imprudent exercise of economic 
coercion produces events which become unmanageable even 
given traditional forms of military intervention. 

Another factor complicating any strategy of economic lever- 
age is domestic inhibition toward such policies. The United 
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States is clearly capable of exerting economic leverage; yet 
those areas of the economy which could best be exploited exter- 
nally are precisely the areas of greatest domestic vulnerability 
and resistance. For example, U.S. dominance of world food mar- 
kets has not produced a usable “food weapon” because of the 
concomitant dependence of U.S. farmers upon export markets 
and the enormous contribution of food exports to the overall 
U.S. balance of payments. It is undeniable that the United States 
possesses the requisite size, technologial advantages, and rela- 
tive invulnerability to enjoy a “first approximation” of power 
(defined in terms of the ability to control outcomes). But inter- 
vening between this first approximation of power and actual 
control over outcomes is the most important independent vari- 
able: political will. In the absence of strategic planning and the 
will to manage or influence events, the most impressive array of 
capabilities will find no useful employment. Evidence from the 
energy crisis of the seventies supports this observation and 
raises disturbing doubts about the willingness of the American 
public to tolerate economic deprivation in pursuit of important 
strategic objectives. The welfare ethic of advanced industrial 
states has created powerful organized interest groups whose 
willingness to tolerate reduced economic benefits in order to 
secure non-economic objectives is doubtful.” Students of do- 
mestic American policymaking have painted disturbing pictures 
of stalemated bureaucracies which make coherent strategic eco- 
nomic planning virtually unattainable: 


Insofar as the response to the linked traumas of Vietnam and Water- 
gate has been a reassertion of congressional prerogatives and institu- 
tional capability without major reform of an already fragmented 
executive branch, the result has been an even more extreme or 
hyper-fragmented Madisonian governmental structure.” 


Finally, the concentration of private wealth in sprawling trans- 
national networks outside the reach of traditional nation-states 
also complicates implementation of economic strategies. 
Manipulation of transnational actors for national purposes is a 
forbiddingly difficult task, as well as one considered to be inap- 
propriate within the American tradition. Furthermore, familiar 
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instruments which have yielded advantages to industrial states 
when targeted against vulnerable developing countries are of 
little use in extracting cooperation within the family of indus- 
trialized Western nations. The large number of alternative 
sources of funds, credits, and investments—as well as the wide 
range of damaging retaliatory options available to the indus- 
trialized target state—make many specific economic sanctions 
unattractive to even the most powerful developed countries. 

Thus, one can conceive of direct trade sanctions as workable 
only if certain conditions prevail within the society of the sanc- 
tioning state, within the specific area of trade (food, technology, 
nonfuel minerals, etc.), and within the society of the target state. 
In the case of the 1979 U.S. grain embargo against the Soviet 
Union, supportive conditions existed in none of these three 
areas. Domestic opposition to the embargo arose within the 
United States, which has no governmental grain marketing 
board and where vested interests historically resist official intru- 
sion into commercial sales. Other nations and transnational cor- 
porations rapidly expanded grain exports to the Soviets, in part 
leaking U.S. grain to the Soviet Union. And the Soviet Union 
showed an ability to hold down consumption in order to ride out 
the coercive attempt. The grain embargo did not prove to be a 
decisive diplomatic weapon, prompting the Reagan Administra- 
tion to abandon it. 

In the following sections, several approaches to adopting and 
implementing effective sanctions will be reviewed in light of the 
general considerations described above. Economic sanctions 
considered include: wartime overt military intervention (block- 
ade, sabotage), direct trade controls, economic penetration and 
integration tactics, indirect trade controls (suspension of credits 
and/or loans, monopsonistic trade leverage, preemptive pur- 
chasing), financial controls (freezing of assets, debt contraction, 
and manipulation of creditors, indirect penetration and tactics to 
induce inflation). 


IV. Economic Warfare: Methods of Intervention 


In its most basic and familiar sense, the very term “economic 
warfare” seems redundant. All warfare, after all, involves the 
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seizure or destruction of the enemy’s crucial economic assets— 
land, physical plant, infrastructure, and labor (as well as soldiers 
and weaponry). Short of disarming one’s enemy by purely psy- 
chological means, without a shot being fired, it is virtually im- 
possible to conduct any overt conflict which is not in large 
measure “economic.” 

Nevertheless, the original intent of the term “economic war- 
fare” was to describe a particular combination of tactical mea- 
sures designed to achieve direct intervention in the economies of 
adversary states. The phrase itself first appeared in common 
usage during the 1930s when Great Britain set up its Ministry of 
Economic Warfare (to be followed shortly by the Board of Eco- 
nomic Warfare in the United States). Under British and U.S. 
tutelage, the Allied war effort came to place inordinately high 
hopes on selective military intervention—principally blockade 
aerial bombardment, sabotage, and accompanying psychological 
warfare—to bring the German economy to a halt. In retrospect, 
it is not surprising that the two largest naval powers would em- 
brace the blockade as a major tactic against the German land- 
based empire. According to their plans, the blockade would 
starve Germany of critical raw materials while precision bomb- 
ing wreaked havoc on Germany’s brittle, bottlenecked indus- 
try. 

In the end, most of the major premises of Allied economic war- 
fare proved simplistic and inaccurate. The blockade “leaked” 
noticeably; the German and Japanese economies displayed 
an unexpected degree of flexibility and resiliency; aerial bomb- 
ing proved a formidable undertaking against defenses which 
had been grossly underestimated by the Allied forces. Ger- 
man and Japanese production in fact rose until late 1944." 


A. The Extension of Direct Trade Controls 


Direct, unilateral embargoes on technology transfer or other 
sales may be supplemented by taking advantage of licensing 
arrangements among transnational corporate actors. In brief, 
any national government which seeks to curtail critical material 
transfers to an adversary may insist on cooperation from foreign 
firms operating under licenses granted by firms which are nation- 
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als of the sanctioning state. This mode of economic warfare 
represents a “gray area” of existing international law. 

The U.S. effort to blunt the Soviet gas pipeline deal began on 
December 30, 1981, with a direct embargo on exports by U.S. 
firms of hardware and components for the project. A particular 
target was the denial of high-performance 25 megawatt turbines 
needed to drive the gas through the 3,000-mile pipeline. A poten- 
tial major loophole in this unilateral U.S. action was the Soviet 
deal with three major European firms—AEG Kanis of West Ger- 
many, Muovo Pignone of Italy, and John Brown Engineering of 
Scotland—for 125 turbines assembled by these firms under 
licenses granted by General Electric. Rotors for these turbines 
were to be supplied by General Electric, but these were cut off 
by the U.S. embargo. Nevertheless, the French company 
Alsthom-Atlantique was also licensed by General Electric to 


‘produce turbines from parts produced entirely outside the 


United States. It could thus supply whole turbines to the Soviets 
and also supply rotors to AEG Kanis, Nuovo Pignone, and John 
Brown Engineering. 

In order to increase the pressure on the Allies, several addi- 
tional measures were threatened against firms resisting the U.S. 
tactics of economic warfare. These threats included pressuring - 
U.S. firms to revoke licenses previously granted; blacklisting 
those firms undermining the arrangements; and even suggesting 
that offending executives would be liable to arrest! In the end the 
United States recognized the validity of the preexisting licenses 
with foreign firms and, accordingly, U.S. trade controls were 
relaxed. The pipeline case aptly illustrated the difficulties as- 
sociated with extension of direct trade controls. In such poten- 
tially divisive cases, advance consultation and early-warning 
advisories are crucial to retard or even prevent the letting of 


_ contracts in the initial negotiating process. between would-be 


purchasers and suppliers. Efforts have now been made to revise 
and upgrade the consultative procedures within the NATO al- 
liance. As a consequence of this divisive controversy, U.S. bu- 
reaucratic procedures also have been revised to give greater 
consideration to national security concerns, as opposed to the 
practical “business as usual” preoccupations of governmental 
agencies such as the U.S. Department of Commerce. 
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B. Indirect Trade Controls 


A variety of indirect measures may supplement—or even substi- 
tute for—the more direct controls described above. 


1, Suspension of New Loans and Credits 


Less direct but often more effective methods of denying critical 
materials to an adversary work through the international 
financial and payments system. Suspending credit guarantees or 
new loans to an adversary may force him to draw down scarce 
hard currency reserves or to reallocate reserves in ways that 
weaken his overall power. Because such measures fall short of 
an absolute embargo, they may be more acceptable to Allies and 
therefore better suited to multilateral application and enforce- 
ment. The effectiveness of such indirect sanctions will depend 
principally upon calculations of available hard currency reserves 
and the likely competing uses for these reserves. The principal 
costs of such sanctions involve lost sales by affected firms and 
decline in reputation as a reliable trading partner. 

The incremental U.S. sanction strategy against the Soviet Un- 
ion proposed by the Reagan Administration involved a combina- 
tion of direct and indirect controls. With regard to the Soviet- 
Western Europe gas pipeline project, direct embargoes on sales 
by U.S. firms or their subsidiaries were supplemented by contro- 
versial sanctions against any European companies which manu- 
factured pipeline equipment under licenses granted by U.S. 
firms. In February 1982 the Administration proposed a further 
tightening of the screws by cutting off all new credits and loan 
guarantees; the net effect was expected to be a drastic cutback in 
Soviet development. Forced to pay cash for new Western tech- 
nologies and equipment, the Soviets would be required to sell 
gold and diamonds to pay for Western imports to build the 
pipeline. As in the case of U.S. efforts to apply direct trade 
controls on pipeline equipment, however, these indirect controls 
were relaxed after only a few months when Allied support could 
not be guaranteed. 

A complementary strategy was proposed for Western loans, 
credits, and guarantees to Poland. Hard-line practioners of eco- 
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nomic warfare urged that Poland be declared in default and that 
new loans be suspended. This would thrust the economic burden 
of the satellite states squarely back upon the Soviet Union, forc- 
ing an ultimate reduction in Soviet defense spending. Indeed, in 
late November 1981 private banks did withdraw $1 billion in 
short-term deposits from Poland’s central bank. This withdrawal 
prevented the Polish government from making interest payments 
falling due and, in the opinion of most, helped precipitate the 
military takeover. 

Nevertheless, most private banks were unwilling to take the 
drastic steps called for by the hardliners. Declaring Poland in 
default would have the effect of shifting all outstanding loans to 
Poland from the asset to the liability side of the books. These 


‘liabilities would then be charged off against reserves, severely 


curtailing future lending and, for some banks, threatening insol- 
vency. Fears of a financial panic were voiced widely. Many 
bankers in fact privately welcomed martial law as a necessary 
antidote to the crumbling Polish economy. The banker's showed 
themselves willing to reschedule payments not only for Poland 
but also for Rumania, Bulgaria, and East Germany. 

The banks did prove ready to deny new loans and credits to’ 
the Polish regime. Since most experts agreed that $20-$30 billion 
in new capital would be needed in the 1982-1985 period, such a 
suspension promised to be an effective measure of economic 
warfare against the military regime and its Soviet backers. Still, 
some have maintained that the very severity of the Polish debt 
problem argues against more strenuous trade sanctions against 
Poland. Instead of using indirect financial leverage to supple- 
ment direct trade controls, those adopting a softer line proposed 
easing the direct controls to prevent the indirect controls from 
plunging the nation into chaos. The leverage enjoyed by the 
debtor nation was thus graphically displayed again in the Polish 
crisis. 


2. Monopsony Power and Preemptive Purchasing 


The ability to embargo an adversary may be supplemented by 
successful manipulation of the demand for his exports. A desir- 
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able situation for such demand-side economic warfare is one 
wherein the sanctioner accounts for a large share of the target’s 
foreign sales. As long as the sanctioner has stockpiles, has alter- 
native suppliers or ready substitutes for the good(s), or can sim- 
ply do without, monopsony power may prevail. As with any 
sanction situation, an important consideration is the degree of 
damage which an abrupt closing off of key markets would inflict 
upon the target. The availability of alternative markets and the 
ability of the target to reallocate resources to other lines of pro- 
duction for export or domestic consumption may cushion the 
blow considerably. The ability of the sanctioner to coordinate 
multilaterally enforced demand-shifts will often determine the 
success or failure of the short-run sanction. In the long run, the 
reallocative abilities of the target state will prove decisive. 
Monopsony power may be part of a strategy of resource denial 
by means of deliberate preemptive purchasing. The Allies, espe- 
cially Britain, frequently sought to preempt Nazi access to key 
supplies such as wolfram (tungsten), chrome ore, manganese, 
nickel, and other nonferrous ores used for making high-grade 
armament steels. In situations where direct embargoes are not 


. feasible, such preemptive purchasing may provide a short-run 


solution. Such strategies are costly to the sanctioner. In addition 
to the direct outlays for purchases, one must add the inflation 
which usually accompanies such hasty official interventions in 
the market, the costs of stockpiling and supply management, and 
the indirect negative effects upon third-party allies and neutrals. 

Although the Allies’ preemptive purchases created minor 
short-run problems, they generally were not an important con- 
straint on Germany’s ability to wage war. Germany also adopted 
a monopsonistic purchasing strategy and encouraged German 
importers to purchase supplies from particular target nations 
(e.g., Rumanian oil) at inflated prices. Such a purchasing strat- 
egy priced the target state’s exports out of the world market and 
fostered growing dependency on German buyers. At one point, 
for instance, Rumanian oil was being sold to Germany at prices 
20 percent above world levels.” By keeping its exchange rate 
artificially inflated, Germany encouraged the purchase of foreign 
goods, thereby creating relationships of dependency and, at the 
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same time, building stocks of real resources to fuel the war 
effort. 

Other nations have sought to achieve positions of monopsony 
vis-a-vis trading partners and to exploit their monopsonistic ad- 
vantage. Whether consciously or not, the Soviet Union has 
achieved a monopsonistic advantage in U.S. grain markets. U.S. 
grain exports accounted for nearly 80 percent of all U.S. ship- 
ments to the Soviet Union in 1980-1981. The likelihood of an 
embargo on U.S. grain sales is remote, given the importance of 
the Soviet grain market and the ready availability of alternative 
suppliers. On the other hand, the United States enjoys a position 
of monopsony vis-a-vis Libyan oil and has obliquely threatened 
a cutoff of U.S. purchases as part of a broader counterterrorist 
policy. As usual, the success of any such exercise will depend on 
general market conditions for the commodity in question. In a 
depressed and glutted world oil market, U.S. monopsonistic 
leverage may indeed prove to be an effective measure of eco- 
nomic warfare. 


3. Financial Controls: Asset Freezing 


In addition to direct actions to limit enemy access to certain 
commodities, indirect financial measures may supplement (or 
even substitute for) such controls. Several types of financial 
controls have proven to be important components of economic 
warfare. Such controls may aim both at denying critical financial 
assets to the enemy and at increasing the pool of resources avail- 
able at home or among the Allies. Aside from the simple defen- 
sive measure of blocking capital flight in terms of hostility, the 
most familiar form of financial economic warfare is the freezing 
of enemy assets. 

Freezing an enemy’s assets involves blocking enemy access to 
its assets held within the home country or held by individuals, 
banks, or businesses overseas which are nationals of the home 
country. A number of important decisions must be taken for 
such an asset freeze to exert real pressure on the target states:" 


¢ The magnitude of assets seized must be large enough to pose 
serious financial problems for the enemy. 
¢ The costs to the sanctioning state must be weighed as well. 
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Freezing enemy assets can pose dilemmas for domestic 
firms and banks which have vulnerable assets (including 
debts) held by the enemy state. Allied countries may also 
find fault with any asset freeze which leaves their holdings 
vulnerable to retaliation or which seems unduly to favor 
interests of the sanctioning state over those of other friendly 
nations. A reputation for hasty or ill-considered seizure of 
foreign assets will have a “chilling effect” on potential inves- 
tors and commercial contacts and will raise the risk.pre- 
mium of dealing with the home country. 
Certain types of assets are easier to control than others. 
Bank deposits, real estate holdings, physical plant, and reg- 
istered securities can be readily blocked. Other types of 
assets—currency, commodities, bearer securities—can 
“leak” through even the most carefully crafted asset control 
system. Complicated technical issues arise in estimating the 
tightness and effectiveness of any asset freeze. An airtight 
system—including mail control and censorship, travel re- 
strictions, and government regulation of telecommunica- 
tions and data transmissions may involve a degree of 
regulation incompatible with societal norms and constitu- 
tional principles. 

* The implementation of an asset freeze must be swift. Early 
warning that a freeze is imminent may result in successful 
camouflaging (i.e., transfer of nominal ownership to neutral 
parties) which seriously undermines the effectiveness of the 
freeze. 


The most recent example of a seemingly successful freeze 
occurred in the wake of the takeover of the American Embassy .. 
in Iran. Within ten days of that event, President Carter froze all 
official Iranian assets held in the United States and under the 
contro] of U.S. firms, individuals, and banks outside the United 
States. The total worth of these assets exceeded $12 billion and 
certainly qualified as a major financial wound to the reeling Ira- 
nian economy. Many observers attribute the subsequent freeing 
of the hostages after fourteen months to the impact of this asset 
freeze and the accompanying ban on trade with Iran. Never- 
theless, one cannot, on the basis of the Iranian experience, make 
generalizations about the utility of freezing assets. Several pecu- 
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liar and unique factors made the freeze of Iranian assets work- 
able.” 


¢ Although almost all Iranian financial reserves were under 
U.S. control, very few U.S. assets were under Iranian con- 
trol. 

* Almost all Iranian financial reserves consisted of dollar de- 
posits, mostly Eurodollars (accounts denominated in dollars 
maintained by offices of banks outside the United States). 
Nearly all banking transactions in Eurodollars must be 
cleared through New York. The United States could easily 
move to block Iranian asset transfers simply by refusing the 
use of U.S. clearing (or “cover’) accounts. This ability to 
block overseas dollar accounts meant that the U.S. freeze 
covered not only $6 billion in assets within the United States 
but another $6 billion abroad. 

¢ Major foreign governments, though seriously doubting the 
utility of sanctions, took no measures to help Iran free 
its blocked dollar assets. Beyond that, Allied measures 
amounted mostly to prohibitions on exports of military sup- 
plies and denial of new credits to Iran. 

¢ Few U.S. firms had any interest in trade with Iran at the time 
the sanctions were imposed. Domestic costs of the freeze 
were therefore minimal. Requests for licenses to export to 
or import from Iran came mainly from small concerns and 
involved minor transactions. 

¢ The flagrant culpability of the Iranians was clearly acknowl- 
edged by the United Nations (despite the Soviet veto of 
U.N. sanctions) and reinforced a climate in which nations 
proved unwilling to assist the renegade regime.” 


Despite these advantages, U.S. sanctions seemed to have had 
little effect until the outbreak of the Iran—Iraq war in late 1980. 
Iran was able in the short-run to meet its critical needs by paying 
high prices and operating through middlemen. 


4. Contraction of Large Debt: “Caveat Lender” 


It is a commonplace of commercial banking that small-scale bor- ~ 
rowers are debtors while large-scale borrowers are partners: no 
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creditor can afford the massive write-offs precipitated in the 
bankruptcy of a major debtor. Debtors frequently enjoy a re- 
serve leverage over creditors. Running up one’s debt balances 
with key trading partners can thus be an important component of 
an overall strategy of economic penetration. 

There are, of course, many ways in which debt might be con- 
tracted. Government-to-government credits, private commercial 
lending, multilateral lending agency loans, and consortium 
financing (mixing official multilateral and private financial lend- 
ing) are common methods of securing needed finance. The de- 
gree of leverage will vary depending upon the institutional 
arrangements adopted. Multilateral lending spreads the risks and 
thus diffuses the potential leverage of creditors over debtors. It 
is less widely noted that multilateral lending at the same time 
may also diffuse the potential leverage of debtors over creditors. 
The less the exposure of any single creditor, the less incentive 
for creditors to “go easy” on overextended debtors. On the other 
hand, most multilateral lending agency bureaucracies have 
proven willing to reschedule with potential bankrupts for polit- 
ical as well as economic reasons. 

The classic illustration of a successful strategy of debt- 
amassing (as for many other methods of waging economic war) 
is Nazi Germany. Germany contracted huge debts in southeast- 
ern Europe and ultimately was able to liquidate these debts by 
transferring otherwise unsalable surpluses (e.g., aspirin) to 
creditor states who were desperate to liquidate the mounting 
debt and bail out exporters. Amassing large debts is a proven 
method of cultivating important interest groups within creditor 
states (exporters, commercial banking, economic ministries) as 
an “economic fifth column” favorably disposed to the debtor. 
Nazi economic planners not only did not facilitate the drawdown 
of German debt but even deliberately redirected German exports 
away from the creditor nations and toward those states which 
would pay cash for German exports. 

Large-scale indebtedness also complements other strategies 
of economic warfare. Threats to cut off or divert trade are more 
menacing if they involve exacerbating the indebtedness of the 
threatening aggressor. Pressures within the creditor states to ac- 
quire the outstanding credits of exporters and lenders have his- 
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torically proven to be highly inflationary, compounding the 
economic dislocations of creditor states. Since the fueling of 
inflation within target states is a common component of eco- 
nomic warfare, the amassing of large debt complements and 
reenforces a broader effort to create economic dislocation within 
the target state. 

Cultivating a large debt with creditor states may also serve as 
an insurance ‘policy against the threat that one’s own assets 
might be frozen in a future conflict scenario. The Soviet Union 
(like most states which ritually engage in anti-American postur- 
ing) has always been careful that it owed more to U.S. banks and 
corporations than the aggregate Soviet deposits and assets under 
direct U.S. control. 


5. Induced Inflation 


The disruptive effects of inflation have long been appreciated by 
practitioners of economic warfare. Certain peculiarities of the 
international monetary system make some countries particularly 
powerful as potential fomenters of inflationary chaos. 

The unique role of gold since World War II has obviously 


. given South Africa and the Soviet Union the potential to create 


monetary chaos. In 1979, S. P. Botha, the South African Minister 
of Labor and Mines, threatened a cutoff of all gold exports to the 
United States unless the United States resisted calls for tight- 
ened trade restrictions against South Africa. In terms of its real 
(industrial) impact such a threat was not terribly effective: The 
United States possesses 13 percent of the world’s gold reserves 
and has a stockpile equivalent to twelve years of South African 
production. In addition, nearly 60 percent of total gold consump- 
tion goes for nonessential uses (e.g., jewelry and art), while 
industrial users have increasingly turned to alloys and other ef- 
fective substitutes.” 

The real impact of the threat was not to the real goods or 
industrial markets but to the monetary system. The slightest 
prospect of a cutoff raised the specter of huge capital flows into 
gold, drawing down capital available for production, weakening 
the value of paper currencies, and fueling a vicious inflationary 
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spiral. South Africa appreciated the utility of financial reprisals 
as an indirect but highly effective response to anticipated trade 
embargoes and sanctions. As appreciation of the destructive and 
insidious corrosive power of inflation grows, the power to inflict 
inflation upon adversaries becomes an even more mmberant 
weapon of economic warfare. 


V. Strategic Economies: Toward a Geopolitical Strategy of 
Economic Sanctions 


Economic sanctions have generally failed to coerce or alter 
target-state behavior effectively in the short run. However, this 
does not mean that overt sanctions cannot be effective as part of 
a long-term, broader strategic-economic design to promote U.S. 
power and influence as well as Western cooperation. By insulat- 
ing sanctions from day-to-day events and instead enforcing sanc- 
tions consistently as part of a global policy without regard for 
abrupt shifts, reactions, or the vagaries of the diplomatic cli- 
mate, many of the worst defects of traditional sanctions can be 
eliminated: 


1. The cost to state A of threatening state B can be reduced by 
ensuring that specific costs to affected sectors are weighed 
against long-run, overarching strategic interests. Appropri- 
ate sweeteners to alleviate distressed sectors are more 

likely to find popular and public support as part of an intel- 
ligent policy clearly stated. The danger that sanctions will 
be perceived as shooting from the hip, “lightswitch diplo- 
macy,” or as purely symbolic punishment will be reduced. — 

' 2. Calculations of the target state’s vulnerability and of the 
degree of success achieved are different if the declared 
objective of the sanctions is a general retardation of power 
capabilities, rather than specific alterations in policy be- 
havior. Success does not then depend on highly contingent 
events; instead, success of such sanctions will be assessed 
in the Jong run in terms of the overall character of the 
relationship. 

3. General sanctions aimed at altering the overall strategic 
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balance entail less symbolic tension than sanctions adopted 
in haste as responses to specific crises. Once adopted, gen- 
eral sanctions operate relatively quietly and unobtrusively, 
reducing the chances of sudden, unexpected retaliatory re- 
sponses abroad and negative domestic popular reactions. 

4. Linking sanctions to general objectives of security and 
strategic equilibrium will invite greater Allied cooperation, 
in part because the benefits of such a policy will accrue as 
well to the Western Allies. Low-key, behind-the-scenes 
policy coordination could replace the previous abrupt, 
vacillating, and crisis-ridden U.S. attempts to persuade Al- 
lies to go along with the latest proposed sanctions. 

5. Enhanced Western solidarity in turn can positively rein- 
force many of these advantages. Risks can be spread, vul- 
nerabilities reduced, and costs to target-states increased 
precisely because of the improved multilateral coordina- 
tion of long-term sanctions. 


To argue that overt economic sanctions are difficult to sustain 
is not to argue for passivity or unilateral restraint. Nevertheless, 
a thorough appreciation of the limitations and pitfalls of tough 
economic measures can contribute to a reasoned and judicious 
application of such measures as part of overall U.S. power pro- 
jection. Economic power does not substitute for military power. 
It can, under certain conditions, obviate military threats or serve 
as a useful adjunct to the employment of military power. 

Sanctions may prove more useful as adjuncts to traditional 


diplomatic and military measures, rather than as substitutes for 


such measures. Threatened sanctions may deter or compel in 
concert with diplomatic, political, and military threats. Sanc- 
tions may also marginally enhance the effects of propaganda 


' measures, symbolically punish a recalcitrant state, or simply 


vent national frustration in ways that contribute positively to a 
nation’s total capacity to influence external events. Sanctions 


‘often prove most useful when they are removed, symbolically 


indicating the improvement of relations. 
To improve the prospects for effective economic sanctions, 
policymakers must consider all the relevant specific policy con- 
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tingencies in a given situation. A sanction which works in one 
context may not be effective in another. Although much has 
been made of economic interdependence in the modern world 
economy, states are by no means equally sensitive or equally 
vulnerable. State A may share certain trade relations with state 
B that afford some potential for leverage. Whether state A can 
use this influence to a satisfactory degree, quickly, and with 
tolerable costs can never be known with certainty in advance. 
In addition to the need for exhaustive analysis of contingency 
frameworks for negative sanctions, attention should be paid to 
more subtle forms of economic power. Positive sanctions— 
rewards rather than punishments, promises rather than threats— 
remain a potentially crucial tool of statecraft given the continued 


_ U.S. ascendancy in world trade, finance, and investment mar- 


kets. For example, greater emphasis should be placed on care- 
fully targeted bilateral foreign assistance programs, reversing 
the Carter Administration’s emphasis on channeling aid through 
multilateral banks at the global (World Bank) or regional (Asian, 
African, and Inter-American Development Banks) levels. Gen- 
eral economic programs to improve U.S. productivity, especially 
in high-technology areas, can fuel noninflationary economic 
growth which will make the United States an even more attrac- 
tive market for other nations’ exports, thereby increasing poten- 
tial American leverage. Policies to reduce raw material 
vulnerabilities while simultaneously increasing U.S. foreign in- 
vestment flows to key suppliers can provide an important chan- 
nel for the subtle exercise of influence over other nations. 

In short, the instrument of overt economic sanctions is only 
one among many economic instruments for improving U.S. 
power capabilities. Sound, noninflationary, growth-oriented eco- 
nomic policy at home should be appreciated as a major strategic 
tool for enhancing the U.S. presence abroad. Decision-making 
procedures should therefore encourage a larger voice for the 
national security community within domestic arenas. The rela- 
tive difficulty of attempts at economic coercion should remind-us 
that it is imperative to incorporate security considerations into 
domestic economic policy as part of a concerted program for 
national and international economic security. 
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